-Brazil's Current Account Transactions
Brazil's balance of payments has been calculated since 2001 in accordance with criteria suggested in the 5 th edition of the International Monetary Fund's Balance of Payments Manual (BPM5) 3 [7] . The Balance of Payments account can be divided into two groups: (i) current account transactions and (ii) the capital and financial account. The current account includes transactions arising from trade in goods and services and remuneration for factors of production (such as interest and dividends). The capital and financial account includes private capital (direct investments, credits to buyers and suppliers, debt securities, etc.), the error and omissions account and compensatory capital (international reserves, exceptional debt financing2 and arrears). In this section and in the next we present a more detailed view of recent behavior in current account transactions and the capital and financial account, respectively.
Current account transactions represents the sum of the net values of:
• Balance on goods
• Services
• Income
• Current Unilateral Transfers
The balance on goods is the result of the monetary difference between exports and imports of goods. Exports and imports are calculated using their FOB (Free on Board) values, meaning the amounts without including international costs with transportation and insurance which are included in the services account. The services account is the net result from income and expenses with the following services: transportation, international travel, insurance, governmental services, financial services, computer and information services, royalties and concessions, rental of equipment and other services (in communication, construction, trade related, management, professional and technical, personal, culture and recreation, miscellaneous) 4 . The heading income represents the sum of income and expenses with: salaries and wages (remuneration for work), profit and dividends (remuneration for risk capital), and interest (remuneration for loan capital). Current unilateral transfers accounts for transfers of any kind (currency or merchandise) between residents and non-residents of an economy that have no counter entry (financial or not) on the part of the beneficiary. The most important of these, as we saw earlier, are transfers made by migrants (remittances from workers).
The balance of current account transactions or current accounts balance is the total of the net results from the items mentioned above.
As can be observed in Illustration 1, for the fourth consecutive year Brazil has recorded a surplus in current account transactions, after ten straight years of deficits (1993) (1994) (1995) (1996) (1997) (1998) (1999) (2000) (2001) (2002) . 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 The reader should note that a current account deficit in the balance of payments manifests itself in an excess of absorption (consumption plus investment) in the gross national product at market prices or, equivalently, an excess in total investments by the economy in internal savings. This being stated, it can be concluded that Brazil, over the last few years, has been saving for the rest of the world, resulting in a reduction in its net external liability solely in regard to transactions between residents and nonresidents.
The important point to be observed, from an economic policy perspective, is whether this negative external savings represented by the positive balance in the current account in recent years is good from the point of view of intertemporal allocation of consumption. This then becomes a point for empirical investigation, for which there are techniques available in the literature. Given the relationship that exists between current account deficits and an increase in net external liability in an economy, the question can be put another way: to understand whether or not the trend forecast for net external liability will be good from an economic perspective.
Part of the reversal in the current account balance observed as of 1999 can be attributed directly and indirectly to the devaluation of the real currency exchange rate that occurred in 1999 and, once again, in 2002. Another part reflects an upward movement in external demand for Brazilian exports, which has been related to (i) a general increase in the prices of commodities and (ii) a strong wave of expansion in world trade.
According to calculations by FUNCEX 5 , the real currency exchange rate for Brazil vis-à-vis a basket of 13 currencies (made up of the country's principal trading partners 6 ) and corrected for inflation using the consumer price index, underwent a depreciation of 36% The observation in Illustration 2 below gives a visual perspective of the effects of the devaluation of the real currency exchange rate on the balance of current account transactions that began in 1999. As can be observed in Illustration 1, the most important factor for the reversal of a deficit in current account transactions to a surplus was the result of the balance on goods, which is normally more sensible to fluctuations in demand, and the real currency exchange rate than to other items in the current account (income, and unilateral transfers).
The balance of trade (exports minus imports of goods), which had registered a deficit of US$ 6.6 billion in 1998, became a modest surplus of US$ 2.7 billion in 2001, later reaching US$ 46 billion for the 12-month period ending September 2006.
The appreciation of about 30% in the real currency exchange rate observed over the last 3 years (2004 to 2006) may result in a reduction in this balance in the next few years, particularly if the economy grows at a rate above the average of 2.5% per year that has been observed of the past few years. Additionally, there is always a risk of a slackening in external demand for Brazilian exports as a result of international crises or a slowing of growth in some economies that are important trading partners for Brazil. 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 Index ( The balance of unilateral transfers also increased significantly over the same period (from US$ 1.5 billion in 1998 to more than US$ 4 billion in 2006), while the items of services and income, whose balance had been negative in the amount of US$ 28.3 billion in 1998, registered a small improvement at first (-US$ 23 billion in 2002) to arrive at a deficit of about US$ 37 billion for the 12 months leading up to September of 2006. Part of this increase in the services and income account can be attributed to, among other things, (i) an increase in interest expense, (ii) an increase in trade volume (exports + imports), leading to an increase in expenses with freight and insurance, and (iii) increase in remittances of profit and dividends, reflecting an increase in the level of foreign investment in the country.
In addition to the effect of the real currency exchange rate on the result for the balance of trade, as we have seen, it is necessary to emphasize the importance of (i) the general increase in commodity prices and (ii) a strong wave of expansion in world trade in recent years. It is important to continuously monitor these two influences which, apparently, are partially neutralizing the effect of the appreciation of the real currency exchange rate observed over the last two or three years.
In fact, if we observe the decomposition of the annual growth of exports in quantity vs.
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Source: FUBCEX, compiled for this study.
Illustration 5: Growth of Worldwide Exports
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Source: IMF, World Economic Outlook, Central Bank; compiled for this study.
Capital and Financial Account
The capital and financial account, as mentioned earlier, represents the sum of the net values of [11]:
• Private capital.
• Compensatory capital.
• Errors and omissions.
Private capital is included in the capital account (transfer of equity and purchase and sale of non-financial and non-produced assets, like land or natural resources) and the financial account. This includes direct investment, portfolio investments (stocks and bonds), operations with derivatives, trade credits, etc.
Compensatory capital is divided up into cash accounts (short-term assets abroad, monetary gold, special withdrawal rights, IMF reserves), accounts related to exceptional debt financing 9 , and arrears (accounts past due abroad and not paid by the country.)
Errors and omissions represents the adjustment needed to make the sum of current account balance and private capital equal to (with the opposite sign) the balance of compensatory capital.
In this section we address the recent evolution of the principal flows in the item private capital: direct investment and portfolio investments. These flows are accounted for in accordance with the origin of the resources (Brazilian or foreign.) Operations that bring external resources into the country (ultimately, an offer of dollars to the Central Bank of Brazil) are registered as a positive amount. Operations that lead to resources leaving the country are registered as a negative amount. This, actually, is one of the principles of double entries which apply to all of the items in the balance of payments 10 : a credit is registered with the diminishing of assets and a debit with increases of assets.
• Transactions registered as a positive amount include: new investments entering the country from abroad, directly or in portfolio; repatriations of Brazilian investments abroad; amortizations of loans by Brazilians to the rest of the world.
9 Loans obtained from international financial institutions (the International Monetary Fund, for example) for the purpose of solving problems with the country's balance of payments. 10 A loan made by Brazil to a foreign entity, for example, while giving rise to an increase in assets -a security issued by a non-resident -is recorded as a negative value. In a parallel fashion, these loans lead to a decrease in the availability of foreign funds (foreign currency held by the Central Bank.) Since it is a decrease in assets, following the same procedure, a positive value is recorded in the reserves account. The reader who is interested in this subject can consult sample exercise number 1 in the 2007 edition of Simonsen e Cysn, Macroeconomia.
• Transactions registered as a negative amount include: direct or portfolio investments made by Brazilians in external markets; new loans made by Brazilians abroad; amortizations of loans contracted by Brazilians from foreign sources; repatriations of foreign investments.
In this manner, for example, a negative (positive) balance of Brazilian direct investments represents an exit (repatriation) of dollars 11 . On the other hand, a negative (positive) balance of foreign direct investments represents repatriation (entrance) of investments from non-residents. In both cases, a value that is positive (negative) represents the entrance (exit) of net dollars for the country 12 .
Foreign Investment: in Portfolio
And Direct As a result of the strong surplus in current account and the positive flow of foreign investments in the country, Brazil's international reserves rose to a record value of US$ 83.1 billion in November of 2006. This amount, while high, represents about 9% of the GDP, a low level when compared to some emerging countries whose risk classification is similar to or better than that of Brazil. In fact, Turkey holds international reserves of about 15% of its GDP, Russia 27%, India 16%, Hungary 18%, and Mexico 9%. 
% of GDP
International reserves (US$ billions) International reserves ( % of GDP)
Source: Central Bank
Direct investment
In general, exposure to the flow of direct investment is regulated by the size of the economy (GDP) in order to account for the total flow of direct foreign investment (DFI) as a proportion of the investment opportunities available in the country (whose commonly used proxy is the GDP.) However, to analyze the position of the balance of payments of a determined country, it is also useful to analyze the total volume of transactions that result in the inflow of external resources. The overall volume of DFI reflects, among other things, investor confidence, displaying the proportion of its resources that are allocated for each country.
The table below presents the volume of direct foreign investment (DFI) for a group of selected countries1 13 , expressed in current dollars. Observe the following points:
• Brazil improved in comparison to the sample median between 1990-1994 and 2000 -2004 , placing above the median of the selected countries as of 1995.
• The direction of DFI in Brazil shows a great increase beginning in 1994, but then a reversal as of 2001. Nevertheless, the values for 2004 and 2005 are much greater than that between 1990 and 1994, before the stabilization of inflation.
• Brazil recorded a volume in net direct investment of 3.3% of GDP over the period [2000] [2001] [2002] [2003] [2004] , driven by the high volume of investments in 1999-2001, a result of privatizations.
• In 2005, a net amount of US$ 131 billion in DFI was directed to the Selected Countries, of which 9.7% was directed to Brazil.
Flow of Private capital
While the volume of direct investment aimed at a specific country is important per se, it is pertinent to put it into context with the other flows of private capital and the balance of payments as a whole.
In 2005, a group of emerging countries 14 , classified by the Institute of International Finance (IIF), recorded a current account surplus of US$ 257 billion, a net inflow of private investments of US$ 480 billion, of which US$ 186 billion was net direct investment. In general, an accumulation of US$ 432 billion in international reserves was observed for the group of emerging countries. These flows, according to IIF forecasts, should continue at this level, as can be seen in the table below: The high flow of net direct investment destined to these emerging countries is a result not only of an improvement in international liquidity, but of the growth observed in emerging countries in 2005 and expected for 2006. The estimates for net flow of private investments for emerging countries remained at a historically high level, at about US$ 400 billion/year, of which almost half was in the form of direct investment 15 .
However, Latin America absorbed only 13% of this flow of private investment going to emerging countries, and IIF forecasts indicate that this share should stay at about this level in 2006 and 2007. Nevertheless, Brazil will be favored within this region, and should overtake Mexico, highlighted as the country receiving the greatest share in the region.
The table below shows the profile of external financing for the group of countries in Latin America 16 : 
Source: IIF
The main reasons that direct investment remained at elevated levels are the favorable prospects for growth in the emerging countries and favorable conditions for financing. The IIF estimates that growth in the emerging economies will remain at more than 6% in 2006 and 2007 (compared to 6.3% in 2005) . For Latin America, the expectation is for growth of about 4% in 2007 and 4. 8% in 2006 (vs. 4.1% observed in 2005) .
However, there are risks that may change this relatively benign scenario for the emerging economies. Geopolitical risks and energy prices are sources of uncertainty in the global arena, although they don't have a strong direct effect on Latin America. In particular, the maintenance of high prices for petroleum and its derivatives may even create an incentive toward investments in the energy sector in Latin America (whose geopolitical risk is perceived as being lower than that of the Middle East).
Another source of uncertainty exists in regard to a possible retraction in international liquidity that could be the result of the geopolitical risks mentioned or of the fragile balance between inflation and growth in the developed economies -which could result in a continuation of a tight money supply. It is important to note that the regions that potentially would be most affected by a restriction of liquidity derived from a tightening of money would be Africa, the Middle East and Latin America, due to their relatively greater need for financing.
Below, for the purpose of comparison, we include tables with external financing for the other regions considered: Source: IIF In the same way that the variation in Net External Liabilities is represented, in an approximate way 20 , by the value of the deficit in the current account of the balance of payments, the variation of net external debt can be measured by the total of the deficit in the current account with the deficit in the investment account, excluding the deficit related to fixed-rate securities (or put another way, the total of the deficit of direct investment and investment in stocks). Symmetrically, a fall in the net external debt can be measured, not including accounting adjustments that are usually done on a second level, by the total of the balance in current account with the balance of net investment made by non-residents in the form of stocks. This way, an analysis of the evolution of net external debt in order, for example, to determine a country's credit risk, can be made by observing the result in current account and the volume of foreign investment in stocks.
The volume of net foreign investment (excluding, as necessary, the flows related to fixed-rate securities) relative to the five-year period 2001-2005 can be observed in the table below: The volume of external investment in stock portfolios tends to be very volatile and difficult to forecast. On the other hand, the volume of direct investment tends to be more stable and predictable because it depends on long-term investment decisions. For these reasons, a common procedure with analyses made in the financial market is to define an indicator called external financing needs for a particular country. This is arrived at by adding the deficit in current account transactions to the estimated amount of the value of the net deficit in direct investment, both in the form that they are calculated for the balance of payments for the country in question. Note that, if the direct investment account is positive, the need for financing is less than the current account deficit and, without any factors (seen previously) that distance the current account deficit from the increasing of net external liability, lower than this number 21 .
This differentiation, in the total of investment (or in the total of the capital accounts that do not create debts), between direct investments and investments in stock portfolios, presupposes that direct investment is more stable and not easily reversible 22 and that, therefore, a given country needs only to find financing for the remainder of its liabilities in international currencies in the amount that exceeds net direct investment.
In this manner, the greater the external financing needs for a country are, the more vulnerable it is to changes in international conditions for access to credit.
In addition, as mentioned before, if one assumes an expected value for net flow in investment in stock portfolios of around zero, the measurement of external financing needs would also be a proxy for the variation expected in net external debt. Thus, it would be directly related to the credit risk analysis of a country, because the agencies that evaluate sovereign risk use various indicators based on the value for net external debt as a basis for their decision in regard to risk classification.
The graph below shows the evolution of current account deficit and external financing needs for Brazil during the period 1992-2005. 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 (% of GDP)
Deficit in Current Account Financing Needs
Souce: Central Bank; compiled for this study.
Some important points to mention include:
• Since 1999, Brazil's financing needs have been negative. That is to say that, not including accounting factors that are usually considered to be of the second order, there has been a decreasing trend for net external debt.
• It was only beginning in 2003 that the result in current account became a surplus.
• At the start of the Real Plan, the result in the current account increasingly became a deficit, reaching a deficit of almost 5% of the GDP in 1999.
• Nevertheless, as shown in the graph, financing needs displayed a declining trend after the jump to almost 2% of the GDP in 1995. From 1999 until 2002 the flow of direct investment in Brazil was more than sufficient to cover the deficit result in the current account.
• For the most part, this flow of direct investment was a result of the process of privatizations. From 1996 until 2000, US$ 30 billion in foreign investment entered Brazil related to privatization, or about US$6 billion/year (or around 0.9% of the GDP per year, on average for the five-year period.)
• The data below compares Brazil with some selected countries for the period that runs from 1990 until 2005. The data is accumulated year-by-year as a percentage of GDP. Some observations follow:
• From 1990 until 2005, Brazil had accumulated direct investment of around 32 % of its GDP and an accumulated deficit in current account on an order of 24% of GDP. A rough estimate (especially, because it doesn't take into consideration stock portfolio investments and gains/losses in capital) of the variation in net debt obtained with these numbers is -8 % (-32%+24%) of GDP, or a drop of around eight per cent of GDP.
• Chile shows an accumulated deficit in current account of 31% in its GDP between 1990 and 2004. But the net DFI account for this same period was 58% of GDP. The approximate number for the variation of net debt was -27% (-58%+31%) of GDP, or a drop of around 27% of GDP. The reader can draw a parallel with an economic agent that absorbs more in goods and services than it produces, but sells a capital asset at the end of the period, thus still being able to increase its bank deposits and (consequently) reduce its net debt.
• Turkey had accumulated direct investment of about 8% of GDP and an accumulated deficit in current account on the order of 24% of GDP, suggesting an approximation for variation in net debt of about 16 % of GDP.
• It is also interesting to note that among the countries listed above with deficit results in accumulated current account between 1990 and 2005 (11 countries), only six (Australia, Hungary, India, Mexico, Peru and Turkey) did not reverse this deficit position to a surplus when accounting for their direct investment flows (DFI).
